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the shareholder is also liable for inter-
est on the amount due, pursuant to sec-
tion 6601, determined for the period be-
ginning on the due date (without ex-
tensions) for the taxpayer’s income tax
return for the year in which the termi-
nation date falls and ending on the
date the late purging election is filed
with the IRS.

(ii) Filing instructions. A late purging
election is made by filing a completed
Form 8621-A, ‘“‘Return by a Shareholder
Making Certain Late Elections to End
Treatment as a Passive Foreign Invest-
ment Company.”’

4) Time and manner of making late
election—(i) Time for making a late purg-
ing election. A shareholder may make a
late purging election in the manner
provided in paragraph (e)(4)(ii) of this
section at any time. The date the elec-
tion is filed with the IRS will deter-
mine the amount of interest due under
paragraph (e)(3) of this section.

(ii) Manner of making a late purging
election. A shareholder makes a late
purging election by completing Form
8621-A in the manner required by that
form and this section and filing that
form with the Internal Revenue Serv-
ice, DP 8621-A, Ogden, UT 84201.

(5) Multiple late elections. For rules re-
garding the circumstances under which
a shareholder of a foreign corporation
may make multiple late purging elec-
tions under this paragraph (e) or
§1.1297-3(e), see §1.1297-3(e)(b).

(f) Effective/applicability date. The
rules of this section are applicable as of
December 8, 2005.

[T.D. 9231, 70 FR 72915, Dec. 8, 2005, as amend-
ed by T.D. 9360, 72 FR 54824, Sept. 27, 2007]

INCOME AVERAGING

§1.1301-1 Averaging of farm income.

(a) Owverview. An individual engaged
in a farming business may elect to
compute current year (election year)
income tax liability under section 1 by
averaging, over the prior three-year pe-
riod (base years), all or a portion of the
individual’s current year electible farm
income as defined in paragraph (e) of
this section. To average farm income,
the individual—

(1) Designates all or a portion of his
or her electible farm income for the
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election year as elected farm income;
and

(2) Determines the election year sec-
tion 1 tax by determining the sum of—

(i) The section 1 tax that would be
imposed for the election year if taxable
income for the year were reduced by
elected farm income; plus

(ii) For each base year, the amount
by which the section 1 tax would be in-
creased if taxable income for the year
were increased by one-third of elected
farm income.

(b) Individual engaged in a farming
business—(1) In general. Farming busi-
ness has the same meaning as provided
in section 263A(e)(4) and the regula-
tions thereunder. An individual en-
gaged in a farming business includes a
sole proprietor of a farming business, a
partner in a partnership engaged in a
farming business, and a shareholder of
an S corporation engaged in a farming
business. Services performed as an em-
ployee are disregarded in determining
whether an individual is engaged in a
farming business for purposes of sec-
tion 1301. An individual is not required
to have been engaged in a farming busi-
ness in any of the base years in order
to make a farm income averaging elec-
tion.

(2) Certain landlords. A landlord is en-
gaged in a farming business for pur-
poses of section 1301 with respect to
rental income that is based on a share
of production from a tenant’s farming
business and, with respect to amounts
received on or after January 1, 2003, is
determined under a written agreement
entered into before the tenant begins
significant activities on the land. A
landlord is not engaged in a farming
business for purposes of section 1301
with respect to either fixed rent or,
with respect to amounts received on or
after January 1, 2003, rental income
based on a share of a tenant’s produc-
tion determined under an unwritten
agreement or a written agreement en-
tered into after the tenant begins sig-
nificant activities on the land. Whether
the landlord materially participates in
the tenant’s farming business is irrele-
vant for purposes of section 1301.

(3) [Reserved] For further guidance,
see §1.1301-1T(b)(3).

(c) Making, changing, or revoking an
election—(1) In general. A farm income
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averaging election is made by filing
Schedule J, ‘“Farm Income Averaging,”
with an individual’s Federal income
tax return for the election year (in-
cluding a late or amended return if the
period of limitations on filing a claim
for credit or refund has not expired).

(2) Changing or revoking an election.
An individual may change the amount
of the elected farm income in a pre-
vious election or revoke a previous
election if the period of limitations on
filing a claim for credit or refund has
not expired for the election year.

(d) Guidelines for calculation of section
1 tar—(1) Actual tazxable income not af-
fected. Under paragraph (a)(2) of this
section, a determination of the section
1 tax for the election year involves a
computation of the section 1 tax that
would be imposed if taxable income for
the election year were reduced by
elected farm income and taxable in-
come for each of the base years were
increased by one-third of elected farm
income. The reduction and increases
required for purposes of this computa-
tion do not affect the actual taxable in-
come for either the election year or the
base years. Thus, for each of those
years, the actual taxable income is tax-
able income determined without regard
to any hypothetical reduction or in-
crease required for purposes of the
computation under paragraph (a)(2) of
this section. The following illustrates
this principle:

(i) Any reduction or increase in tax-
able income required for purposes of
the computation under paragraph (a)(2)
of this section is disregarded in deter-
mining the taxable year in which a net
operating loss carryover or net capital
loss carryover is applied.

(ii) The net section 1231 gain or loss
and the character of any section 1231
items for the election year is deter-
mined without regard to any reduction
in taxable income required for purposes
of the computation under paragraph
(a)(2) of this section.

(iii) The section 68 overall limitation
on itemized deductions for the election
year is determined without regard to
any reduction in taxable income re-
quired for purposes of the computation
under paragraph (a)(2) of this section.
Similarly, the section 68 limitation for
a base year is not recomputed to take
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into account any allocation of elected
farm income to the base year for such
purposes.

(iv) If a base year had a partially
used capital loss, the remaining capital
loss may not be applied to reduce the
elected farm income allocated to the
year for purposes of the computation
under paragraph (a)(2) of this section.

(v) If a base year had a partially used
credit, the remaining credit may not be
applied to reduce the section 1 tax at-
tributable to the elected farm income
allocated to the year for purposes of
the computation under paragraph (a)(2)
of this section.

(2) Computation in base years—@{i) In
general. As provided in paragraph
(a)(2)(ii) of this section, the election
year section 1 +tax includes the
amounts by which the section 1 tax for
each base year would be increased if
taxable income for the year were in-
creased by one-third of elected farm in-
come. For this purpose, all allowable
deductions (including the full amount
of any net operating loss carryover) are
taken into account in determining the
taxable income for the base year even
if the deductions exceed gross income
and the result is negative. If the result
is negative, however, any amount that
may provide a benefit in another tax-
able year is added back in determining
base year taxable income. Amounts
that may provide a benefit in another
year include—

(A) The net operating loss (as defined
in section 172(c)) for the base year;

(B) The net operating loss for any
other year to the extent carried for-
ward from the base year under section
172(b)(2); and

(C) The capital loss deduction al-
lowed for the base year under section
1211(b)(1) or (2) to the extent such de-
duction does not reduce the capital loss
carryover from the base year because it
exceeds adjusted taxable income (as de-
fined in section 1212(b)(2)(B)).

(ii) Example. The rules of this para-
graph (d)(2) are illustrated by the fol-
lowing example:

Example. In 2001, F and F’s spouse on their
joint return elect to average $24,000 of in-
come attributable to a farming business.
One-third of the elected farm income, $8,000,
is added to the 1999 base year income. In 1999,
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F and F’s spouse reported adjusted gross in-
come of $7,300 and claimed a standard deduc-
tion of $7,200 and a deduction for personal ex-
emptions of $8,250. Therefore, their 1999 base
year taxable income is —$8,150
[$7,300— ($7,200+$8,250)]. After adding the
elected farm income to the negative taxable
income, their 1999 base year taxable income
would be zero [$8,000+(—$8,150)=—8150]. If F
and F’s spouse elected to income average in
2002, and made the adjustments described in
paragraph (d)(3) of this section to account
for the 2001 election, their 1999 base year tax-
able income for the 2002 election would be
—$150.

(3) Effect on subsequent elections—(i)
In general. The reduction and increases
in taxable income assumed in com-
puting the election year section 1 tax
(within the meaning of paragraph (a)(2)
of this section) for an election year are
treated as having actually occurred for
purposes of computing the election
year section 1 tax for any subsequent
election year. Thus, if a base year for a
farm income averaging election is also
an election year for another farm in-
come averaging election, the increase
in the section 1 tax for that base year
is determined after reducing taxable
income by the elected farm income
from the earlier election year. Simi-
larly, if a base year for a farm income
averaging election is also a base year
for another farm income averaging
election, the increase in the section 1
tax for that base year is determined
after increasing taxable income by
elected farm income allocated to the
year from the earlier election year.

(ii) Example. The rules of this para-
graph (d)(3) are illustrated by the fol-
lowing example:

Example. (i) In each of years 1998, 1999, and
2000, T had taxable income of $20,000. In 2001,
T had taxable income of $30,000 (prior to any
farm income averaging election) and
electible farm income of $10,000. T makes a
farm income averaging election with respect
to $9,000 of his electible farm income for 2001.
Thus, for purposes of the computation under
paragraph (a)(2) of this section, $3,000 of
elected farm income is allocated to each of
years 1998, 1999, and 2000. T°s 2001 tax liabil-
ity is the sum of—

(A) The section 1 tax on $21,000 (2001 tax-
able income minus elected farm income);
plus

(B) For each of years 1998, 1999, and 2000,
the section 1 tax on $23,000 minus the section
1 tax on $20,000 (the amount by which section

26 CFR Ch. | (4-1-09 Edition)

1 tax would be increased if one-third of elect-
ed farm income were allocated to such year).

(ii) In 2002, T has taxable income of $50,000
and electible farm income of $12,000. T makes
a farm income averaging election with re-
spect to all $12,000 of his electible farm in-
come for 2002. Thus, for purposes of the com-
putation under paragraph (a)(2) of this sec-
tion, $4,000 of elected farm income is allo-
cated to each of years 1999, 2000, and 2001. T's
2002 tax liability is the sum of—

(A) The section 1 tax on $38,000 (2002 tax-
able income minus elected farm income);
plus

(B) For each of years 1999 and 2000, the sec-
tion 1 tax on $27,000 minus the section 1 tax
on $23,000 (the amount by which section 1 tax
would be increased if one-third of elected
farm income were allocated to such years
after increasing taxable income for such
years by the elected income allocated to
such years from the 2001 election year); plus

(C) For year 2001, the section 1 tax on
$25,000 minus the section 1 tax on $21,000 (the
amount by which section 1 tax would be in-
creased if one-third of elected farm income
were allocated to such year after reducing
taxable income for such year by the 2001
elected farm income).

(4) [Reserved] For further guidance,
see §1.1301-1T(d)(4).

(e) Electible farm income—(1) Identi-
fication of items attributable to a farming
business—(i) In general. Farm income
includes items of income, deduction,
gain, and loss attributable to the indi-
vidual’s farming business. Farm losses
include a net operating loss carryover
or carryback, or a net capital loss car-
ryover, to an election year that is at-
tributable to a farming business. In-
come, gain, or loss from the sale of de-
velopment rights, grazing rights, and
other similar rights is not treated as
attributable to a farming business. In
general, farm income does not include
compensation received by an employee.
However, a shareholder of an S cor-
poration engaged in a farming business
may treat compensation received from
the corporation that is attributable to
the farming business as farm income.

(i1) Gain or loss on sale or other disposi-
tion of property—(A) In general. Gain or
loss from the sale or other disposition
of property that was regularly used in
the individual’s farming business for a
substantial period of time is treated as
attributable to a farming business. For
this purpose, the term property does
not include land, but does include
structures affixed to land. Property
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that has always been used solely in the
farming business by the individual is
deemed to meet both the regularly
used and substantial period tests.
Whether property not used solely in
the farming business was regularly
used in the farming business for a sub-
stantial period of time depends on all
of the facts and circumstances.

(B) Cessation of a farming business. If
gain or loss described in paragraph
(e)(1)({i)(A) of this section is realized
after cessation of a farming business,
such gain or loss is treated as attrib-
utable to a farming business only if the
property is sold within a reasonable
time after cessation of the farming
business. A sale or other disposition
within one year of cessation of the
farming business is presumed to be
within a reasonable time. Whether a
sale or other disposition that occurs
more than one year after cessation of
the farming business is within a rea-
sonable time depends on all of the facts
and circumstances.

(2) Determination of amount that may
be elected farm income—(i) Electible farm
income. The maximum amount of in-
come that an individual may elect to
average (electible farm income) is the
sum of any farm income and gains
minus any farm deductions or losses
(including loss carryovers and
carrybacks) that are allowed as a de-
duction in computing the individual’s
taxable income. However, electible
farm income may not exceed taxable
income. In addition, electible farm in-
come from net capital gain attrib-
utable to a farming business cannot ex-
ceed total net capital gain. Subject to
these limitations, an individual who
has both ordinary and net capital gain
farm income may elect to average any
combination of such ordinary and net
capital gain farm income.

(ii) Examples. The rules of paragraph
(e)(2)(i) of this section are illustrated
by the following examples:

Example 1. A has farm gross receipts of
$200,000 and farm ordinary deductions of
$50,000. A’s taxable income is $150,000
($200,000 — $50,000). A’s electible farm income
is $150,000, all of which is ordinary income.

Example 2. B has ordinary farm income of
$200,000 and ordinary nonfarm losses of
$50,000. B’s taxable income is $150,000
($200,000 - $50,000). B’s electible farm income
is $150,000, all of which is ordinary income.
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Example 3. C has a farm capital gain of
$50,000 and a nonfarm capital loss of $40,000.
C also has ordinary farm income of $60,000. C
has taxable income of $70,000
(850,000 — $40,000+$60,000). C’s electible farm
income is $70,000. C can elect to average up
to $10,000 of farm capital gain and up to
$60,000 of farm ordinary income.

Example 4. D has a nonfarm capital gain of
$40,000 and a farm capital loss of $30,000. D
also has ordinary farm income of $100,000. D
has taxable income of $110,000
($40,000 — $30,000+$100,000). D’s electible farm
income is $70,000 ($100,000 ordinary farm in-
come minus $30,000 farm capital loss), all of
which is ordinary income.

Example 5. E has a nonfarm capital gain of
$20,000 and a farm capital loss of $30,000. E
also has ordinary farm income of $100,000. E
has taxable income of $97,000 ($20,000 — $23,000
($30,000 loss limited by section
1211(b))+$100,000). E has a farm capital loss
carryover of $7,000 ($30,000—$23,000 allowed as
a deduction). E’s electible farm income is
$77,000 ($100,000 ordinary farm income minus
$23,000 farm capital loss), all of which is ordi-
nary income.

(f) Miscellaneous rules—(1) Short tax-
able year—(@i) In general. If a base year
or an election year is a short taxable
yvear, the rules of section 443 and the
regulations thereunder apply for pur-
poses of calculating the section 1 tax.

(ii) Base year is a short taxable year. If
a base year is a short taxable year,
elected farm income is allocated to
such year for purposes of paragraph
(a)(2) of this section after the taxable
income for such year has been
annualized.

(iii) Election year is a short tarable
year. In applying paragraph (a)(2) of
this section for purposes of deter-
mining tax computed on the annual
basis (within the meaning of section
443(b)(1)) for an election year that is a
short taxable year—

(A) The taxable income and the
electible farm income for the year are
annualized; and

(B) The taxpayer may designate all
or any part of the annualized electible
farm income as elected farm income.

(2) Changes in filing status. An indi-
vidual is not prohibited from making a
farm income averaging election solely
because the individual’s filing status is
not the same in an election year and
the base years. For example, an indi-
vidual who files married filing jointly
in the election year, but filed as single
in one or more of the base years, may
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still elect to average farm income
using the single filing status used in
the base year.

(3) Employment tax. A farm income
averaging election has no effect in de-
termining the amount of wages for pur-
poses of the Federal Insurance Con-
tributions Act (FICA), the Federal Un-
employment Tax Act (FUTA), and the
Collection of Income Tax at Source on
Wages (Federal income tax with-
holding), or the amount of net earnings
from self-employment for purposes of
the Self-Employment Contributions
Act (SECA).

(4) Alternative minimum tax. A farm
income averaging election does not
apply in determining the section 55 al-
ternative minimum tax for any base
year or the section 55(b) tentative min-
imum tax for the election year or any
base year. The election does, however,
apply in determining the regular tax
under sections 53(c) and 55(c) for the
election year.

(5) Unearned income of minor child. In
an election year, if a minor child’s in-
vestment income is taxable under sec-
tion 1(g) and a parent makes a farm in-
come averaging election, the tax rate
used for purposes of applying section
1(g) is the rate determined after appli-
cation of the election. In a base year,
however, the tax on a minor child’s in-
vestment income is not affected by a
farm income averaging election.

(g) Effective/applicability date. (1) Ex-
cept as provided in paragraphs (b)(2),
(2)(2), and (g)(3) of this section and
§1.1301-1T(g)(2), this section applies to
taxable years beginning after Decem-
ber 31, 2001.

(2) Paragraphs (a), (b)(1), (©)(Q),
(d)(3)(ii), (e), (H)(2), and (f)(4) of this sec-
tion apply only for taxable years begin-
ning before July 23, 2008. For taxable
years beginning after July 22, 2008, see
§1.1301-1T.

(3) Paragraphs (b)(3) and (d)(4) of this
section apply for taxable years begin-
ning after July 22, 2008.

[T.D. 8972, 67 FR 819, Jan. 8, 2002; 67 FR 5203,
Feb. 5, 2002; T.D. 9417, 73 FR 42523, July 22,
2008]

§1.1301-1T Averaging of farm and fish-
ing income (temporary).

(a) Owverview. An individual engaged
in a farming or fishing business may
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make a farm income averaging election
to compute current year (election year)
income tax liability under section 1 by
averaging, over the prior three-year pe-
riod (base years), all or a portion of the
individual’s current year electible farm
income as defined in paragraph (e) of
this section. Electible farm income in-
cludes income from both farming and
fishing businesses, and the farm in-
come averaging election permits the
averaging of both farm and fishing in-
come. An individual that makes a farm
income averaging election—

(1) Designates all or a portion of the
individual’s electible farm income for
the election year as elected farm in-
come; and

(2) Determines the election year sec-
tion 1 tax by determining the sum of—

(i) The section 1 tax that would be
imposed for the election year if taxable
income for the year were reduced by
elected farm income; plus

(ii) For each base year, the amount
by which the section 1 tax would be in-
creased if taxable income for the year
were increased by one-third of elected
farm income.

(b) Individual engaged in a farming or
fishing business—(1) In general—()
Farming or fishing business. Farming
business has the same meaning as pro-
vided in section 263A(e)(4) and the regu-
lations under that section. Fishing busi-
ness means the conduct of commercial
fishing as defined in section 3 of the
Magnuson-Stevens Fishery Conserva-
tion and Management Act (16 U.S.C.
1802(4)). Accordingly, a fishing business
is fishing in which the fish harvested
are intended to or do enter commerce
through sale, barter, or trade. Fishing
means the catching, taking, or har-
vesting of fish; the attempted catching,
taking, or harvesting of fish; any ac-
tivities that reasonably can be ex-
pected to result in the catching, tak-
ing, or harvesting of fish; or any oper-
ations at sea in support of or in prepa-
ration for the catching, taking, or har-
vesting of fish. Fishing does not in-
clude any scientific research activity
conducted by a scientific research ves-
sel. Fish means finfish, mollusks, crus-
taceans, and all other forms of marine
animal and plant life, other than ma-
rine mammals and birds. Catching, tak-
ing, or harvesting includes activities
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